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CHAPTER I

INTRODUCTION

You can have your cake and eat it tool This might

well have been the theme song of World War I Government

contractors because many with cost-plus-percentage-of-cost

(CPPC) contracts were in the lucky position of making more

money by spending more money.-7-
/"¢ 4 ) -_pWorld War I wrought havoc on traditional

Government procurement practices. The tremendous demand for

war production, along with volatile labor and material

prices, dictated a relaxing of the customary fixed price

system of acquisition. Competitive bidding and fixed price

contracts proved untenable because, not only did many

contractors refuse to bid for war production contracts on a

lump sum basis, those that did often factored in exorbitant

contingencies. CPPC appeared to be the answer to Government

prayer, since it seemed to solve the problem of reluctant or

unventuresome contractors. Perhaps it was also apropos for U.,

that unsettled era, but in any event, CPPC soon became a

virtual cornerstone of Government acquisitionl '-C

.-
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Definition
:-" -- -- -,--- --(cppC) is a method of contracting or a type of

MI contract under which the contractor is not only reimbursed

his performance costs but is also paid a stated percentage

of his cost. Under this arrangement the higher the

4 co tor's cost of performance, the more entitlement he

Z accrues. In what may well be the definitive pronouncement

* on the subject, the United States Supreme Court in Muschany

v. United States, 2 succinctly defined the

cost-plus-percentage-of-cost system of contracting as those

contracts:

under which the Government contracts and is bound to
pay costs undetermined at the time the contract is made
and to be incurred in the future, plus a commission
based on a percentage of these future costs.3

Four Point Criteria

Over the years, this classic definition has been

paraphrased by the GAO and legal writers to state four

essential elements, all of which must be present in order

for the CPPC system of contracting to be found. The

Comptroller General has most recently stated these four

elements in Department of State, as follows:

() payment is at a predetermined percentage rate;

(2) this rate is applied to actual performance costs;

(3) the contractor's entitlement is uncertain at the
time of contracting, and V.

,,,'.-.7

4 . * *: .~.-..~- ~ . *-- : -- ~ ~
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(4) it increases commensurately with increased .
performance costs .4

This four point definition was adopted verbatim by

the GSBCA in Urban Data Systems, Inc. 5 In the words of the
I-'.

Board: OWhile not controlling in this Board's decision, we

are persuaded by the logic of those decisions which

establish criteria for determining whether a contract is a

cost-plus-a-percentage-of-cost. -6

The United States Court of Appeals for the Federal

Circuit also blessed this GAO four point analysis in Urban

Data's appeal to that forum:

We accept, at the outset, the general criteria
developed by the Comptroller General for determining
whether a contract is a cost-plus-percentage-of-cost
contract. [The Court then quotes the four point
criteria] . . . These standards incorporate the common
understanding of the *cost-plus-a-percentage-of-cost
system of contracting," an understanding which was
undoubtedly in Congress's mind when it enacted the pro-
hibition."

Both the GAO and the court definition assume the

contractor's ability to control and manipulate the

incurrence of performance costs in order to increase the

element of payment based on a predetermined percentage rate.

That element of entitlement based on a percentage rate or

amount may be variously fee, profit, commission and in some

cases overhead.
S..

CPPC Negatives

CPPC worked wonders with reluctant contractorsl

Yet, despite CPPC's popularity, the Government increasingly

'I..?
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had second thoughts about the prudence of the CPPC system.8

It became more apparent with increased utilization of. CPPC

that whatever its positive attributes, the system was

repleat with negatives. Fraud, waste, and abuse were

actually encouraged to a degree. This became more

agonizingly obvious as costs skyrocketed and profits

soared.9  In fact some officials began to suspect that many

contractors were intentionally driving up costs to make more

profits. "

The problem became quiescent after World War I

since there was no need for any special inducements for

government contractors in the decades between wars.

However, as hostilities increased in Europe in the late

thirties, Congress was faced with an ever-increasing demand

to take the guaranteed profit out of war contracting.11

Succinct Sanction

In the early years of World War II Congress

finally acted to outlaw the CPPC system. The probibition is

briefly stated in one sentence: "The cost-plus-a-percentage-

of-cost system of contracting shall not be used.a12

Yet, Congress in its wisdom gave precious little

guidance to the scope of its prohibition. Perhaps there was

no requirement for elaboration because:

The whole system was erased. No longer would
an agreement be tolerated which rewarded a contractor
commensurately with the injury inflicted on the
government in the form of higher performance cost.
Plainly, it was the intent of Congress to put an end to

'S .o
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this undesirable aradox, no matter in what garb it

might be clothed.T3  [emphasis original].

Despite the terse simplicity of the proscription,

the eradication of CPPC has proven no simple matter,

principally because it can be "clothed" in a wide variety of

garb"4 Yes, CPPC or the elusive appearance thereof, still

haunts the Government contract world of the eighties. It

can rear its ugly head in any number of contexts, much to -

the chagrin of Government contract personnel.

Overview

This paper first traces the historical development

of the CPPC ban. Then, provisions for payment at

predetermined rates applied to actual costs are analyzed as

well as the applicability of CPPC to after-the-fact pricing

situations. Potential savings and avoidance approaches are

reviewed and compensation under CPPC contracts is also

discussed. The final chapter sets forth conclusions and

recommendations for the prevention of CPPC cost

manipulations.

.. -°

L.=
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CHAPTER II

HISTORICAL DEVELOPMENT

Before World War I

The origins of CPPC can be traced to the building

industry. It was in fairly common use, at least in the

building trades by the late nineteenth century, as evidenced

by the substantial number of cost-plus cases that were

reported.14 For example, in 1894, a New York state court

ruled that where a construction contract called for the

payment of the cost of labor and material used in a

building, and ten percent added thereto as profit, the prime

contractor could charge an additional ten percent mark up

upon the amount paid to subcontractors.15

A different result was reached in Isaacs v. Reeve,16

an 1899 New Jersey case. This case held that a contractor

should not be allowed to charge a sum for the mere

supervisory attendance of one of the contractors, who did

not do any actual work, in addition to the ten percent

profit on costs.

Savannah, A & N.R. Co. v. Oliver,17 is an early

federal cost-plus case. In Savannah a prime contractor was

to receive the actual cost of the work and labor performed,

6
I, 2

.* . '. ... %..SV . **** ". ~ . . .... .. .. ......... . .
* * * * , ,
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as well as material and supplies furnished either by himself

or his subcontractor and, in addition, 7-1/2 percent-thereof

as general contractor's profit. The court held that the

general contractor was not entitled to charge for

depreciation of the equipment used.

A 1917 New Jersey Court of Errors and Appeals

decision, Shaw v. Reaumount Company,18 was the subject of an

article in one of the first volumes of American Law Reports,

Annontated.19 The case involved a construction contract.

Under the terms of the agreement the builder was *to receive

for its entire compensation for its services in so doing

[i.e., building) a sum equal to 10 percent of the entire

cost of such building.020 The court held that the builder

was not entitled to receive for his services, in addition to

cost plus 10 percent called for by the terms of the

contract, a proportion of the salaries of its officers

-w

supervising the construction. The court also disallowed

separate overhead charges as well as "ten percent on the

cost of financing the building."21 The contractor

apparently was not satisfied with a mere cost plus 10

percent of cost I

World World I

The cost-plus-percentage-of-cost mode of

contracting was initially sanctioned for government thereof

-- b

*. *.. ~ A % -~°..% -~as enra cotrctrs roi Th cor hel tht he".-"-
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World War I, the Government used the CPPC contract

extensively to encourage inexperienced contractors to

manufacture new types of war materials. According to the

Rear Admiral McGowan, who adressed the subject of "cost-plus

contracts" in the Paymaster's Report of 1918:

When the contractor has no past experience on which to
base a price, where the material is complicated and
subject to changing plans and specifications or wide
fluctuations in raw material cost, a cost-plus contract
has been employed. Contracts for novel production,
particularly along the lines of airplanes, large
calibre guns, and shells for same, steel or wooden
ships, and optical glass work, have been so handled.
It has also been found necessary to place such
contracts in cases in which the contractor, though
deserving of confidence lacked sufficient capital and
plant equipment and in certain engineering or building
cases in which a cost-plus contract had been standard
since its authorization by section 120 of the Act of 3
June, 1916.23

The Government was vindicated for its use of CPPC

in World War I in the sense that war production was in fact

rapidly increased. Yet, from a financial perspective, the

costs were certainly excessive. This is borne out by an

editorial in one of the leading technical journals of the

time:

Of course this method of procedure [cost-plus-percent-
age-of-cost contracting] will have its critics. There
will be cries of favoritism and excessive costs. In
the matter of cost we must realize at the outset that
emergencies such as the present one are not times for
bargain hunting. We want work on a vast scale done in
an incredibly short time, and we will have to pay for
it. 24

S...



CPPC Justifications

The justification for using CPPC during the First

World War years have been summarized as follows:

GOVERNMENT WAR CONTRACTS

(1) It was tried and proved method of
compensation for emergency work in contracting
experience and was so recognized among construction
engineers of the highest standing.

(2) It enabled well equipped building
organizations to begin work almost instantly on
essential parts of the contract without waiting for
detailed plans and specifications which on the fixed
amount system must be made the basis of estimates. It
was therefore a time saver in an hour when time was
almost everything.

(3) It admitted of the selection of contractors
with special regard to their records of execution and
reliability, as against the risky method of award of
the lowest bidder who might be a "plunger," thus taking
advantage of what amounted to a more effective kind of
competition in such selection, on the basis of
demonstrated merit.

(4) It -- the cost plus percentage of fee
system -- appealed to the fair minded contractor on the
basis of an exceptional opportunity to make a record of
his best work, because it was to be done under
conditions in which he was released from concern about up

. his own profit, and was thereby freed to concentrate
his efforts on the essential points of speed of
execution, prime quality and the lowest cost
practicable within the accompanying circumstances of
war time work.25

No doubt this damn the torpedoes, full speed ahead

approach to Government contracting did appeal to "fair

minded" contractors, and maybe even to some not so fair

minded t

,.-- .-.
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Early CPPC Misgivings

In spite of the virtues extolled by the advocates

of CPPC in the height of its glory, there were still strong

misgivings harbored by many contract experts of the era.

For example, the Interdepartmental Conference of July, 1917

(with delegates from Departments of War, Navy, Commerce,

Federal Trade Commission and Council of National Defense)

concluded:

The interests of the United States and the contractor
are inevitably opposed if the profit is based on a
percentage of cost. The temptation is great to the
contractors to inflate his own cost as well as the
costs of subcontractors, and the task of the United
States is difficult and burdensome in checking and
determining proper costs. 26

The Navy also expressed second thoughts in 1918 about the

continued wisdom of using CPPC. It was viewed as an

expedient of an emergency nature that "[slo far as the

supplies and materials are concerned, such a contract has

practically outlived its usefulness.u 27 Congress evidently

agreed that CPPC had outlived its usefulness, but not with

respect to supplies and materials. Public Law No. 164, 65th

Congress (H.R. 12, 280) May 25, 1918, amended section 7 of

the Housing Act of May 16, 1918 to prohibit CPPC in

Government contracts for housing facilities. This was the

first restriction placed on the power to employ CPPC in

Government contracts. The act as amended read in pertinent

part:

.. S,-



Section 7. That no work to be done or contract to be

made under or by authority of any provision of-this act

shall be done or made on or under a percentage or

cost-plus percentage basis, ...28

It is interesting to note that the terminology

*system of contracting" was not used as in subsequent

legislation. The legislative history does not address

section 7, so it is difficult to divine Congress's specific

motivation in this first CPPC ban.29

Decisions and Rulings on World War I CPPC Contracts

In the decade after World War I, the Comptroller

of the Treasury, and the Court of Claims ruled on matters

involved in various war time CPPC contracts. In the case of

James Stewart & Co.,30 the Claims Court held that where it

was necessary for a cost-plus contractor to employ men,

designated as nexpeditersO to travel around to different

places to secure labor and the prompt delivery of materials

for the work under the contract, and the employment of such

men received the approval of government officials in charge

of the work, the expense of their employment was part of the

cost of the work. In this same case the Comptroller of the

Treasury had previously disallowed the expenses of the

. •expeditors.*31

In a decision dated November 21, 1919, the

Comptroller of the Treasury held that the cost of a small

1. . .

• *. . - "
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publication by CPPC contractors for the purpose of

stimulating their workmen and improving morale of the job P

was not one of the "actual and essential elements" in the

cost of the work for which reimbursement was authorized.
32

In the Austin Company v. United States case, 33 the

expenses of securing labor and the purchasing and expediting

delivery of materials were entitled to be reimbursed.

Interest on loans to carry on work under CPPC contracts was i

held not to constitute part of the cost of the work, and in

Fred T. Ley & Co. v. United States, 34 it was held that

public liability insurance not required or approved by the

contracting officer is not a part of cost of construction

and cannot be reimbursed. Similarly, in the Hurley-Mason

Company v. United States case,35 the contractor was not

entitled to reimbursement of fidelity insurance for

protection of funds not approved or required by the

contracting officer.

CPPC Between the Wars

The period between World Wars saw little concrete

development on the CPPC front. This was because there was

little need for any expedient or rush Government

acquisitions of novel or untested war materials. However,

there was an increasingly popular view holding the CPPC

contract fostered inefficiency and "exorbitantw profits. 36

In fact, there was some lobbying in Congress as early as
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1931 to eliminate CPPC as a method of government contracting.

In his testimony before the War Policies Commission of the

U.S. House of Representatives, Mr. Bernard Baruch called for

a permanent ban on CPPC, since it provided industry with a

positive incentive to be wasteful and inefficient in the use

of labor and materials. 37

A few years later in 1934, the nNye Committeew was

instituted in the Senate to investigate the munitions

industry, review the findings of the War Policies

Commission, and inquire into the desirability of creating a

government monopoly with respect to the manufacture of

munitions.38 The hearings and recommendations of this

committee were highly publicized. Senator Nye used the

committee to further his argument that war was caused by the

machinations of those who stood to gain financially

therefrom. He proposed as a remedy the establishment of a

government monopoly of all munitions manufacture. But, the

establishment of the committee also served to stimulate a

large number of proposals for eliminating profiteering, on

the assumption that private industry would supply the bulk

of munitions in peace and war. During the twenty-three

years between the wars, approximately 200 bills and

resolutions dealing with the limitation of war profits were

considered by Congress. 39

". %'is
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World War II Legislation

Yet, despite all the hoopla about profiteering by

Government defense contractors, nothing was done to legally

proscribe the use of CPPC until 1940. Through a series of

acts in 1940, in response to the increased war tempo, the

War Department was given wide discretion to place contracts

by negotiation.40 Although these acts prohibited the use of

CPPC contracts, they did authorize the use of CPFF contracts

but limited fees to six or seven percent of estimated costs.

After Pearl Harbor the CPPC ban was repeated in the First

War Powers Act.41

The Second War Powers Act passed in 1942 contained

similar limitations: "the cost-plus-a-percentage-of-cost

system of contracting shall not be used under the authority

granted by this paragraph to negotiate contracts.o42

::: World War II Statutes & CPPC Subcontractors

In accordance with the provisions of these

statutes, Government contracting agencies discontinued the

letting of prime contracts on a CPPC basis.43 However,

prior to 1942 no regulations were issued by the Government

contracting agencies applying this limitation to

subcontracts entered into by Government prime contractors

A- and therefore, many prime contractors entered into

subcontracts on a CPPC basis when such basis was deemed

reasonable and necessary under the particular circumstances.

.-- y- -p- .:-.~*'~...
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This was especially true in the building construction field,

where the CPPC system of contracting was not uncommon. 44

The question as to whether the inhibition upon the

Government contracting agencies in entering into contracts

on a CPPC basis applied to subcontracts was first raised

March 13, 1942 by the Comptroller General's Decision

B-23293. 45 The War Department, under the authority granted

by the Act of July 2, 1940, entered into a CPFF prime

contract with Day and Zimmerman, Inc. a building contractor.

Day and Zimmerman subsequently subcontracted with the

Western-Electro-Mechanical Co. on a CPPC basis for

$150,194.19. The Comptroller General ruled that

subcontracts on a CPPC basis were in contravention of the

spirit and purpose of the CPPC statutory ban. He stated

that it was evident that the prohibition against this form

of contracting could be substantially evaded and the

purposes thereof defeated, were it not applied to the

performance of that part of the contract work sublet by the

prime contractors. In 1965, the GAO reiterated this same

principle applying the current statute.46

Early Judicial Treatment: 94.68 Acres and Muschany

The first case to interpret the statutory ban

against the CPPC system of contracts was a 1942 United States

District Court decision, United States v. 94.68 Acres of

Land:
4 7
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